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smn Y. cross 

Since your December 20 meeting the dollar has risen on balance by 

about 1-1/2 percent against the European currencies while showing l itt le net 

change against the Japaneseyen and Canakan dollar.* 

!LIE dollar's rise occurred entirely in early January. After it had 

declined by 1- 2 percent in thin year-ena tradinq, the d o l k  rurned around 

a f t e r  the turn of the year and gapped sharply higher as omm.=rcial banks and 

their custamrs noved quickly to establish positions and to cover expect& 

needs for 1984. On occasion, trading became hectic, with talk of large trans-

actions by players such as the Russian foreign trade bank and the kmetary 

Authority of Singapre contributing to an uneasy nmd. The dollar m e d  to 

unfamiliar heights aqainst the mark, rising by 5 percent i n  just seven tradinq 

days. hadinq was very active arad tecams increasingly unsettled, with wide 

spreads and one-way trading, pmnptinq the U.S. authorities to intervene on 

tku trading days, Jan- 5 and 9,  selling a total of $143 million a-t 

Geman mks to calm disorderly mkets. After midJanuary, the dollar re-

ceded slightly f r w  its peaks, and has since mvd erratically, as traders try 

to determine whether the next mjor nuve w i l l  be up or down. 

since late Decgnber the exchange rrarkets appear to have focused mst 

of their attention on recat dewhpm~tsin the real eco~nyof the united 

states. fie view has now become mre qenerally accepted that the U.S. m­

sion roderated significantly i n  the fourth quarter of 1983. But there is 

mnsiderable uncertam. ty about the inplications of t h i s  mderation for the out-

look for a n t h u e 3  U.S. growth, interest rates, and the dollar. For the tim 
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being, market participants still believe the U.S. ecamy to be mre 

buoyant than mst others. But in  SXIE countries, the proqects for 

grcwth have recently inprovd, and the rise i n  many foreign stock 

markets might be reflecting a growing sentirrwt that imrestnwt abroad 

is  looking inck!asingly attractive. 

January's rise of the dollar has prcaopted -tively l i t t le  

centxal bank intemention abroad. As a group, central banks remined net 

sellers of dollars, but their net sales during the past five weeks w e  

only about half as large as in the previous inter-meting pericd. The 

Bundesbank in particular scaled back its intenmtion sales to less than 

ascanparedwith in the previous period. The 

mjor put of its dollar sales occurred on only one day, around the tirre of 

the January BIS meting, when market apz ta t ions  had built up that G=nrany, 

acting alone or in  umcert with others, would act to curb the mark's decline 

and the dollar's rise. When no &dence of such an intention was forthaming, 

Otherwise, thethe Bundesbank f e l t  a need to soften the market's reaction. 

~undesbankhas limited its dollar operations to d i n g  only d 1 amnmts at 

the Frankfurt fixings. European officials have spoken increasingly in recent 

weeks of the dollar's strength being a m a t t e r  for the united States, not them, 

to deal w i t h ,  and saw have aphas izd  their view that the dollar is vulnerable 

to a decline that could be sharp and erratic. The French have called for  

capital amtmls to  uncouple the ~uropeancurrencies from the dollar, but, 

except for Helrmt Sdmidt, that view has mt gained wide acceptance elsewfiere. 

uncertainty about the U.S. ccoranic Outtook and the sustainability* 

of the dollar a t  cunent levels has impartea considerable volatility to 

dollar rates. During mch of J a n w ,  trading con&tions progressively 
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deteriorated, and we have received several reports that market professionals 

are reluctant to take positions in the dollar, especially relative to the 

German mark. 

There is m activity to report on Fedezal Reserve swaps. For 

infomtion, on behalf of heasury, we did set up w i t h  the &mican authorities 

a swap line of $50 million, of which $10 million has been drawn, looking 

tojmrd an IMF agreesent. Also, durhg the perid heasury used $691 million 

equivalent of its G ~ ~ T E U Imark and Japanese yen balances, to meet one half of 

that portion of the U.S. quota increase that is required to be paid other than 

in dollars. 



REPORT ON OPEN 
MARKET OPERATIONS 

Reporting on open market operations, Hr. Sternlight made 


the following statement: 


Desk operations since the Committee's December meeting have 


sought essentially to hold reserve availability about unchanged from 


the conditions prevafling before that meetfng. Specifically, the 


directive called for "at least the existing degree of reserve 


restraint". Discussion at the meeting contemplated a modest firming 


if monetary growth tracked above desired rates and the economy's 


strength remained as vigorous as seemed likely at the time of the 


meeting--but in fact these conditions were not met so a "no change" 


course was deemed appropriate. 
 According to the data available 


during the period, the broader aggregates, M2 and M3, were coming i n  

a little below the Committee's preferred pace, although based on new 

seasonal factors their growth rates were very close to being on 

track. Ml, after relatively slov growth last summer and fall, has 

been groving somewhat above its November-March contemplated pace, 

particularly after applying the nev seasonals, but in any event this 

measure vas still being monitored rather than targeted. Moreover, 


information on the economy suggested more pronounced deceleration 


than seemed in the cards at mid-December, though the pace remained 


respectable. 


Weekly reserve objectives accordingly continued to be built 

on a $650 million level of adjustment and seasonal borrowing, 

unchanged since last September. Actual borrowing levels in fact 

turned out quite close to this path level in most weeks. Leaving 
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aside the week including year-end, when typical window-dressing 

pressures produced a bulge in borrowing to $1.3 billion, the average 

weekly levels were in a range of $500 million to $780 million and 

averaged $648 million. (We should always be so lucky with our 

targets.) The money market showed some variation early in the 

period, softening to about a 9 percent average Federal funds rate 

during Christmas week when extremely cold weather caused transaction 

problems and float bulged unexpectedly, and tightening to an average 

slightly over 10 percent in the New Year's week when year-end 

liquidity pressures were a factor. In each of the three subsequent 

weeks, funds averaged just a hair over 9 1/2 percent, about the 

upper end of the 9 1/4 - 9 1/2 percent range anticipated in 

association with $650 million of borrowing. So far i n  the current 

week, funds have edged down to about 9.35 percent. 

The Desk's outright operations have been almost entirely on 

the reserve-absorbing side since the last meeting, effecting a net 

reduction of slightly over $4 billion in the System Account on a 

committment basis. Of this, $1.9 billion reflected redemptions of 

bills (including some runoff in today's auction), $1.1 billion a 

bill sale in the market (the first such go-around i n  two years), and 

the rest net sales of bills and notes to foreign accounts. These 

reductions in holdings were geared partly to immediate needs to 

absorb reserves, but also to the large need to mop up reserves in 

the weeks beginning this Thursday when there is a sizable reduction 

in reserve requirements. At times, while outright holdings were 

being cut, it was necessary almost simultaneously to replenish 
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r e s e r v e  a v a i l a b i l i t y  temporar i ly  through repurchase  agreements, 

p a r t i c u l a r l y  t o  cope w i t h  t h e  e f f e c t s  of unexpectedly high Treasury 

ba lances  a t  t h e  Fed i n  l a t e  January. Once we get p a s t  the  cu r ren t  

month-end those Treasury  balances are expected t o  d rop  back again,  

r e l e a s i n g  reserves and augmenting t h e  need fo r  abso rp t ion  a t  t he  

same time t h a t  reserve requirements dec l ine .  On our present  

ou t look ,  t h e r e  is st i l l  a need f o r  f u r t h e r  reserve absorpt ion i n  the  

upcoming weeks, a t a s k  t h a t  we w i l l  want t o  unde r t ake  with due c a r e  

as t h i s  w i l l  a l s o  mark t h e  o u t s e t  of contemporaneous reserve  

requirements .  

While t h e  under ly ing  Federal  funds rate showed no trend 

ove r  t h e  pe r iod ,  most market i n t e r e s t  rates moved lower,  r e f l e c t i n g  

a pe rcep t ion  of s lower  expansion i n  the  economy and abatement of 

s e a s o n a l  p r e s s u r e  n o t i c e a b l e  i n  mid-December. The "f lash" repor t  on 

GNP, j u s t  a day  a f t e r  the  l a s t  meeting, had a p a r t i c u l a r l y  marked 

impact on sen t imen t ,  r e l i e v i n g  the  concerns o f  some market 

p a r t i c i p a n t s  who had been a n t i c i p a t i n g  an  early System move toward 

r e s t r a i n t .  The Treasury ' s  l a t e  December coupon f inanc ing ,  which had 

c a s t  a deep shadow ove r  t h e  markets through much of December, 

genera ted  good interest  a t  t h e  h ighe r  rate levels that developed 

b e f o r e  t h e  a u c t i o n s .  Dealer and customer a p p e t i t e s  increased as 

a d d i t i o n a l  economic d a t a  tended t o  confirm t h e  s e n s e  of moderating 

expansion.  A feu p a r t i c i p a n t s  even began look ing  for a near-term 

e a s i n g  a l though  t h e  preponderant view seema t o  be f o r  no s i g n i f i c a n t  

e a r l y  change i n  r a t e s  i n  e i t h e r  d i r ec t ion .  Looking f u r t h e r  ahead, 

t h e r e ' s  a d ive rgence  of views about r a t e  prospec ts .  bu t  f o r  the most 

p a r t  no t  ve ry  l a r g e  d i f f e r e n c e s ,  c h i e f l y  dependent on views about 
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the economy. There's perhaps a slight majority anticipating a 


little lower rates toward mid-year and some rise in rates in the 


second half. 


Intermediate and longer term Treasury yields came down 


about 25-35 basis points over the intermeeting interval, while the 


market absorbed nearly $20 billion of additional supply-including 


$13 billion in the quarter-end financing. There was reported to be 


particularly good interest in intermediate and longer term 


zero-coupon issues for special purposes such as IRA accounts, 


defeasance of outstanding corporate or tax-exempt bonds, or buying 


by pension fund managers seeking to lock in yields without the 


uncertainty of reinvestment returns. In the last few days the 


Treasury market has been in a holding pattern, awaiting the Treasury 


announcement this Wednesday of the mid-February refunding. This 


vill probably involve offerings of about $16 billion or somewhat 


more, raising roughly $12 billion of new money. 


Treasury bill rates, meantime, have declined about 25-30 

basis points, pretty much parallel to the decline in coupon issues 

even though the Treasury raised no new money in this sector. This 

concentration of new money raising mostly in the coupon sector is in 

keeping with the Treasury's debt-lengthening efforts. In today's 

auction, 3- and 6-month bills vere expected to sell at average rstes 

of about 8.85 and 8.95 percent, down from 9.04 and 9.24 Just before 

the last meeting. 

Rates on private short-term debt came down more than those 


on bills--closer to 50-70 basis points--reversing the widening of 


spreads on these issues compared with bills that had been developing 


toward year-end. 
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Corporate and tax-exempt bond yields also declined over the period, 


about in line or in greater measure than Treasury issues, depending 


on what particular index one Observes. Corporate issuance picked up 


somewhat as we came out of the holiday period and yields declined. 


Tax-exempts, on the other hand, reached the market in lesser volume 


after a great rush to issue in the closing months of 1983 to get 


ahead of actual or prospective deadlines on certain types of special 


purpose issues. 


Finally, I should mention that as of last Thursday the Desk 


began trading with another dealer--Manufacturers Hanover Trust. 


This bank has only recently developed a primary dealer operationa, 


which they have kept quite distinct from the major clearing 


operations that they perform for a number of other dealers. The 


Desk now has a trading relationship with 36 firms--the same number 


that are on the primary reporting list. 




JLKich l  i n e  
, January  3 0 ,  1 9 9 4  

FOYC CHART SHOW - INTROnUCTIOM 

Dur ing  o u r  p r e s e n t a t i o n s  t h i s  a f t e r n o o n  w e  w i l l  bs 

r e f e r r i n g  to t h e  package of char t s  d i s t r i b u t e d  t o  you.  The 

f i r s t  cha r t  d i s p l a y s  t h e  p r i n c i p a l  a s sumpt ions  t h a t  u n d e r l i e  

t h e  s t a f f ' s  economic and f i n a n c i a l  forecast ,  a f o r e c a s t  t h a t  

f o r  t h i s  m e e t i n g  of t h e  C o m m i t t e e  w e  have  ex tended  t h r o u g h  

1985.  For monetary  p o l i c y  w e  are assuming growth  of :*12 o f  

8 p e r c e n t  d u r i n g  1 9 8 4  and 1/2 p e r c e n t a g e  p o i n t  lower i n  1985,  

which is c o n s i s t e n t  w i t h  longe r - run  Alternative I1 i n  t h e  Blue-

book. The associated :.I1 growth  e n t a i l s  a n  e x p a n s i o n  of v e l o c i t y  

of 2 to 3 p e r c e n t ,  and we expect t h a t  t o  occur i n  an env i ronmen t  

of i n t e r e s t  rates g e n e r a l l y  t e n d i n g  t o  rise over much of t h e  

p e r i o d - - t h a t  i s  short-term rates up around 1 p e r c e n t a g e  p o i n t  

by t h e  s p r i n g  of 1985. On f i s c a l  p l i c y  we are n o t  assuming 

s u b s t a n t i a l  d e f i c i t  r e d u c i n g  a c t i o n s  t h a t  vou ld  have ef fec ts  on 

t h e  economy and f i n a n c i a l  m a r k e t s  d u r i n g  t h e  forecast period. 

F i n a l l y ,  w e  c o n t i n u e  to expect a d e c l i n e  i n  t h e  f o r e i g n  exchanqe 

value of t h e  d o l l a r ,  with  the  d o l l a r  down 17 p e r c e n t  by l a t e  1985 .  

The  n e x t  c h a r t  p r o v i d e s  some a d d i t i o n a l  i n f o r m a t i o n  on  

t he  federal b u d g e t  and f iscal  policy. The  a d m i n i s t r a t i o n ' s  budge t  

is s c h e d u l e d  t o  be r e l e a s e d  on Wednesday and a t  t h i s  p o i n t  w e  a r e  

n o t  i n  a p o s i t i o n  t o  make d e t a i l e d  compar isons  between t h e  s t a f f  
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and a d m i n i s t r a t i o n  f i q u r e s .  A t  t h e  aggrega te  level ,  f o r  b o t h  

1984 and 1 9 9 5  t h e  s t a f f  e s t ima tes  are a l i t t l e  h ighe r  o n  outlays 

and a l i t t l e  lower on receipts; t h i s  produces a bit higher  s t a f f  

e s t i m a t e  of t h e  budget d e f i c i t s .  A s  t h e  economic expansion 

cont inues ,  t h e  c y c l i c a l  component of t h e  d e f i c i t  d e c l i n e s  wh i l e  

t h e  s t r u c t u r a l  d e f i c i t  r ises f u r t h e r  i n  bo th  1984 and 1985. 

These a r e  huge s t r u c t u r a l  d e f i c i t s  i n  a b s o l u t e  terms o r  a s  a 

p e r c e n t  of p o t e n t i a l  GN? a s  shown on t h e  bottom panel.  Thus 

f iscal  p o l i c y  is a s s u w d  to  be a s t i m u l a t i v e  f o r c e  over t h e  

p r o j e c t i o n  a n d  t h e  l a r g e  de f i c i t s  w i l l  l e ave  a major impr in t  o n  

f i n a n c i a l  market developments. 

Yr. Zeisel w i l l  cont inue t h e  p r e s e n t a t i o n  wi th  a d i s ­

cuss ion  of domest ic  nonf inanc ia l  developments and t h e  out look .  



Joseph S. Zeisel 
January 30, 1984 

FOMC. CHART SHOW - DOMESTIC NONFINANCIAL DEVELOPMENTS 

T h e  r a p i d  pace of t h e  recovery through much of 1983 was fueled 

by i n v e n t o r y  rebui ld ing,  as well  as by a surge  o f  consumer and business 

spend ing  responsive in s ign i f icant  p a r t  t o  tax  c u t s  and  lower in te res t  rates. 

T h e  economy i s  now en te r ing  a phase of more moderate a n d  sustainable 

expansion in which the  u p w a r d  momentum der ives mainly f rom g r o w t h  in 

f ina l  demands. T h e  top l e f t  panel of the  n e x t  c h a r t  shows the  slowing of 

rea l  CNP g r o w t h  from the  9-3 /4  percent  ra te  last  s p r i n g  to 4 - 1 / 2  percent  

in the  pas t  quar te r .  

As i s  ev ident  in the  r i gh t -hand  panel, t h e  r i s e  in re ta i l  sales 

los t  momentum a f t e r  midyear, but consumer out lays have shown grea ter  

vigor again in the  pas t  several months. A l though  t h e  repo r ted  p re -Chr i s t -

mas re ta i l  sales data proved weaker than had  been suggested by quali ta­

t i v e  repor ls ,  f o r  t he  f o u r t h  qua r te r  as a whole rea l  personal  consumption 

expend i tu res  rose a t  a n  impress ive 6 - 1 / 2  percent  annual  r a t e  w i th  a major 

fac to r  be ing  the  s t reng th  o f  au to  demand, shown in the  middle l e f t  panel. 

Domestic car  sales have been par t i cu la r ly  s t rong  recent ly  running a t  close 

to a n  8 mil l ion unit annual r a t e  for the  past  month and  a ha l f .  

T h e  rebound of capital spending has been even more impressive-­

a n d  surpr is ing .  The middle right panel p o r t r a y s  t h e  v igorous  recovery  in 

shipments o f  nondefense capi ta l  goods, which have accelerated recent ly ,  

w i t h  pa r t i cu la r l y  s t rong  gains in heavy i ndus t r i a l  machinery and communi­

cat ions equipment. Sales o f  t r u c k s  have also been b r i s k .  

T h e  bottom panels p resent  two s ign i f icant  o f fse ts  to the  general 

s t r e n g t h  of domestic p roduc t ion .  As  the  l e f t  panel shows, in response to a 

b a c k u p  of mortgage rates, hous ing  ac t i v i t y  appears to  have  stabil ized, w i t h  
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s ta r t s  a t  a r o u n d  a 1.7 mi l l ion annual  ra te,  somewhat under  the leve l  at  mid-

year .  A n d  f ina l ly ,  t h e  r i g h t - h a n d  panel  p ic tu res  the  s lugg ish  pace o f  

expor ts ,  wh i le  impor ts  have  increased substant ia l ly  in response to  expand­

ing domestic demands. 

As shown in the n e x t  char t ,  g r o w t h  of i ndus t r i a l  p roduc t i on  has 

been decelerat ing in recent  months. As  is  evident,  a slowdown in I P  g r o w t h  

in the  second year  o f  recove ry  i s  character is t ic  of past  cycles.  T h e  h a l f  

pe rcen t  r i s e  of t h e  index  in December fo l lowed gains of 3 / 4  percent  in the  

t w o  p reced ing  months a n d  average month ly  increases o f  1-1 /2  percen t  ear­

l i e r  in t h e  year .  As the middle panels show, p roduc t i on  has  slowed f o r  

cons t ruc t i on  suppl ies a n d  re la ted home goods, whi le  bus iness and  defense 

equipment,  a n d  recent ly  au to  output, have  been rising a t  a fast clip, 

In labor  markets,  t h e  bottom panels, t h e r e  have been sugges­

t ions  of some decelerat ion o f  employment ga ins recent ly .  In December, 

nonfarm p a y r o l l  employment rose 230,000, compared w i t h  average month ly  

ga ins  of 325,000 in t h e  preced ing  e igh t  months. Moreover, the  manufac­

turing workweek has cont inued edg ing  down, in typical cyc l ica l  fashion. 

T h e  unemployment ra te  d ropped  sha rp l y  f u r t h e r ,  however, fa l l ing to 8 . 2  

percent .  

The n e x t  c h a r t  presents  o u r  v iew o f  t h e  out look for CNP over  

t h e  n e x t  t w o  years. We expec t  g r o w t h  to cont inue a t  close to the c u r r e n t  

4 - 1 / 2  percen t  r a t e  during the  ea r l y  p a r t  of t h i s  year  suppor ted  in p a r t  by 

t h e  last  stage o f  i n v e n t o r y  rebui ld ing.  CNP gains a r e  then expected to  

moderate, t h r o u g h  1985, re f l ec t i ng  the  s lowing of nominal income g r o w t h  

impl ied by t h e  monetary assumptions a n d  the pro jected increase o f  i n f l a ­

t ion.  T h e  policy assumptions s t rong ly  in f luence t h e  composition of output 
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as well; we an t ic ipa te  no impetus from hous ing  ac t i v i t y ,  a n d  consumer 

demanb-especia l ly  for du rab le  goods--is p ro jec ted  t o  lose some of i t s  

v i g o r .  O n  t h e  o the r  hand,  capi ta l  spending seems l i k e l y  to  remain a 

s t r o n g  suppor t  to g r o w t h  during t h e  n e x t  two years;  defense ou t lays  a r e  

scheduled t o  cont inue r i s ing ,  a n d  expor t  demand i s  expected to p i c k  up. 

As  ind ica ted  in t h e  panel  below, the  p ro jec ted  rates of increase 

in CNP o f  4-1/4 pe rcen t  in 1984 a n d  3-1/4 pe rcen t  in 1985 are  q u i t e  con­

s is ten t  w i t h  t h e  past  performance of the  economy in t h e  second a n d  third 

years  of recovery .  

I wou ld  now l i k e  to rev iew in more de ta i l  t h e  major forces 

expec ted  to in f luence these k e y  sectors o f  t h e  economy ove r  the  nex t  two 

years.  

T h e  i n v e n t o r y  sector, addressed in t h e  n e x t  char t ,  remains one 

of t h e  major ques t ion  marks  in t h i s  forecast. As  may b e  seen in t h e  top  

l e f t  panel, t h e  cont rac t ion  in manufac tur ing  s tocks was massive--in fact ,  

t h e  longest a n d  deepest in the  postwar  per iod.  T h i s  l iqu idat ion came to a n  

e n d  e a r l y  last  year,  but t h e  recovery  has been accompanied by virtually 

no add i t ion  to manu fac tu r ing  inventor ies.  In cont ras t ,  t rade s tocks 

( e x c l u d i n g  autos) were  reduced re la t i ve ly  l i t t le - - the  r i gh t -hand  panel-­

a n d  have  now been rebuilt t o  above t h e i r  p re- l iqu ida t ion  peaks in real  

terms.  T h e  number of autos in dealer hands  has  r i s e n  as well in recent  

months,  but t h e y  remain below pre-recession totals.  

A s  t h e  middle panel shows, re la t i ve  to sales, overa l l  business 

i nven to r ies  t h u s  a r e  q u i t e  low h is tor ica l ly .  Manufac turers  may b e  some-

what  re luc tan t  to r e b u i l d  stocks fo r  a number of reasons-- inc lud ing the 

high cost  o f  f i nanc ing  as  well as vivid memories of recent  imbalances. 
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In addi t ion,  new i n v e n t o r y  contro l  methods may b e  more effect ive. In 

a n y  event, we expect  these considerations to  cont inue to inf luence bus i ­

ness decisions. A s  the  bottom panel indicates, fol lowing some f u r t h e r  

s tock  building ear l y  t h i s  year, we a re  p ro jec t i ng  i n v e n t o r y  investment to 

para l le l  t he  g r o w t h  in sales and  the  overa l l  stock-sales ra t i o  to  remain 

close t o  c u r r e n t  ra tes  th roughout  the  forecast per iod .  

We feel a bit more confident rega rd ing  o u r  ab i l i t y  to  forecast 

hous ing  ac t i v i t y ,  a t  least w i th in  the  f ramework of our f inancial pro ject ions.  

As t h e  u p p e r  l e f t  panel of the  n e x t  char t  indicates, mortgage in te res t  

r a t e s  a n d  hous ing  s ta r t s  have cont inued to behave in m i r r o r  image of one 

another .  As  t h e  r i gh t -hand  panel shows, new home b u y e r s  have responded 

abou t  as consis tent ly .  Essentially, b o t h  hous ing  cons t ruc t ion  and sales a r e  

now a t  leve ls  a bit below las t  summer. 

As ind ica ted  in the  lower panels, we anticipate a s l igh t  u p w a r d  

t i l t to mortgage ra tes  o v e r  the  project ion period, w i t h  the  f i xed  r a t e  rising 

t o  about  14 pe rcen t  la te  n e x t  year. We expec t  t h i s  w i l l  t end  to keep total 

hous ing  s ta r t s  a r o u n d  o r  below the  recent  1.7 mil l ion rate. Housing ac t iv ­

i t y  recen t l y  was suppor ted  somewhat by the  spread of adjustable r a t e  

mor tgages- - invo lv ing  a n  i n i t i a l  ra te  advantage o f  2 percentage po in ts  or 

more--and t h e  increased use  of mortgage revenue  bonds. But we expect  

l i t t l e  f u r t h e r  expansionary ef fect  f rom these f inancial innovations. More-

over, changes in the  age s t r u c t u r e  of the  populat ion over  the  n e x t  few 

y e a r s  wi l l  b e  tend ing  to reduce the  t r e n d  r a t e  o f  g r o w t h  in household fo r ­

mat ion s l i gh t l y .  

T h e  b igoes t  economic surpr ise  recent ly  has probably  been the  

s t r e n g t h  of bus iness f i x e d  investment. Real expend i tu res  on capital 
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equipment rose a t  a 28 percent  annual ra te  last  quar te r ,  one o f  t he  largest  

increases in the  pos twar  per iod.  As  shown in the  upper  l e f t -hand  panel 

of t h e  next cha r t ,  new o r d e r s  for capital goods have  cont inued to cl imb 

rap id l y ,  p o i n t i n g  to f u r t h e r  ga ins in spending la te r  tb is  year. As  i s  evi­

d e n t  in the  r i g h t - h a n d  panel, there  has been s t reng th  in the  s t r u c t u r e s  

category as well, w i t h  rea l  outlays up at  a 10 percent  annual r a t e  o v e r  the  

pas t  h a l f  year .  Real spending f o r  business equipment should cont inue a 

s t r o n g  a l though  moderat ing pace of g r o w t h  through the  forecast per iod,  

g i v e n  the improved corpora te  profit position, i l l us t ra ted  in the middle left 

panel, a n d  t h e  env i ronment  of r i s i n g  capaci ty  use. As  shown, we a re  pro­

jec t ing  the  u t i l i za t ion  r a t e  to exceed 80 percent  ear ly  th is  year. 

T h e  n e x t  c h a r t  presents  rea l  government  purchases by sector. 

In o r d e r  to avo id  t h e  d is to r t ions  caused to  the  data by the  PIK program, 

we have exc luded CCC f rom the  totals. As i s  ev ident ,  t he  defense pro-

g ram cont inues to p lay  a major ro le  in ra is ing  federa l  out lays in b o t h  1984 

a n d  1985. Defense spend ing  lagged expectat ions in 1983 and  s t ronger  

increases a r e  now expected in 1984 and 1985. A t  t he  same time, nondefense 

purchases  a r e  p ro jec ted  to show l i t t l e  change in real  terms. 

A t  the state a n d  local level, we ant ic ipate la rger  increases in 

out lays.  Fac ing  c u t s  in federa l  a i d  in the pas t  several years, many govern­

ments took act ions to hold down expend i tu res  a n d  ra ise taxes, wh ich  

improved the i r  b u d g e t  posit ions s ign i f icant ly .  In 1983 alone, 31 states 

enacted tax  increases. A t  the same time, s ta te and  local employment con­

t inues  well below p rev ious  peaks and cons t ruc t ion  outlays rema in  depressed. 

A l though  states a n d  local i t ies w i l l  p robab ly  at tempt  to maintain a conserva­

t i v e  stance, p ressures  a r e  building f o r  increased services and repa i r  o f  



t h e  phys ica l  i n f r a s t r u c t u r e  and  these a r e  likely to b e  accommodated as 

tax  rece ip ts  cont inue to  improve w i t h  s t ronger  a c t i v i t y  a n d  income. A s  

shown in t h e  bottom panel, in total, rea l  government  purchases a r e  pro­

jec ted  to r i se  about  4 percent  o v e r  1984 and  3-1/4 pe rcen t  in 1985. sig­

n i f i c a n t l y  more than  in 1983. 

T h e  n e x t  c h a r t  addresses t h e  outlook f o r  consumption. T h e  

l e f t - h a n d  panel i l l us t ra tes  the  u p s u r g e  in consumer a t t i t udes  ear ly  in 1983, 

t h a t  accompanied the  rebound  of consumer demand. B r i g h t e r  prospects  

for employment a n d  longer - run  income growth,  as well  as the d r o p  in in te r ­

es t  r a t e s  and  reduced in f la t ion  expectations, a l l  l i k e l y  p layed  a role in the  

improvement. Some o f  t h e  s t r e n g t h  in consumption p robab ly  also ref lected 

the substant ia l  r i se  in household n e t  wor th - -por t rayed o n  the right--asso­

c ia ted  w i t h  the  s tock marke t  boom. Increased consumer ou t l ays  also were 

s u p p o r t e d  by the  t a x  c u t s  wh ich  ra ised disposable income. T h e  st imulus 

to  consumpt ion f rom these developments largely  has run i t s  course, a n d  

w e  expec t  g r o w t h  in consumer demand to moderate f rom this year's pace. 

But household balance sheets have improved a n d  t h e  sav ing  r a t e  has moved 

up somewhat f rom i ts ext remely low mid-1983 level. In these circumstances 

it seems n o t  unreasonable to expect  ou t lays  to grow about  in l ine  w i t h  dis­

posable income, a n d  t h e  sav ing  r a t e  to  remain re la t i ve l y  stable near i t s  

current ra te  o f  about  5 percent .  

As  ind icated in t h e  top panel of the  n e x t  cha r t ,  w i t h  slower 

ove ra l l  g rowth ,  we a re  pro jec t ing  smaller employment gains, averaging 

about  2 - 1 / 2  percent  p e r  year, down one percentage point f rom that  in 

1983. We also ant ic ipate a somewhat s t ronger  r i s e  in t h e  labor  force as 

p a r t i c i p a t i o n  rates-- the left panel--begin t o  move up aga in  in response to 



-7-

improved job  oppor tun i t ies.  But the  overal l  labor  force expansion w i l l  b e  

inh ib i ted  by a slower r i s e  in the work ing  age populat ion, t h e  right panel-­

a n d  we don't  expect the k i n d s  o f  huge labor force ga ins  tha t  occu r red  in 

t h e  late 1910s. O n  balance, we pro ject  the c iv i l ian  utymployrnent r a t e  to  

decl ine to about  7-112 percen t  by the end  of this year, a n d  to reach about  

7 percent  by the  end  of 1985. 

T h e  top  l e f t  panel of the  n e x t  char t  i l l us t ra tes  the  substant ia l  

decelerat ion in wage increases over the  past t h ree  years .  T h e  r a t e  o f  r i s e  

for the less unionized t r a d e  a n d  service sector showed a tendency to level  

o f f  th is  year ,  but wage increases continued to  moderate in the  more cyc l i ca l l y  

volat i le manufac tur ing  and cont rac t  const ruct ion sectors  despite overa l l  

improvement in employment a n d  activity. 

A s  shown in the r i gh t -hand  panel. much of t h e  slowing in un ion  

wages re f lec ted  smaller new settlements; another source of considerable 

decelerat ion has been t h e  reduced cont r ibu t ion  of COLAS. Cost of living 

adjustments may b e  l a rge r  in t h e  nex t  two years, a n d  w i th  improved labor  

marke t  condi t ions we ant ic ipate somewhat greater  f i r s t  year wage sett le­

ments. B u t  the degree of labor  market  slack should cont inue to damp the  

r ise. Moreover, ga ins in real  wages have taken some of the  p ressu re  off 

barga in ing ,  and the much smaller de fe r red  wage increases negot ia ted in 

the past yea r  o r  two w i l l  con t inue to res t ra in  t h e  average wage r i s e  in 1984 

a n d  1985. 

O n  balance, as shown in the middle panel, we a re  p ro jec t i ng  tha t  

h o u r l y  compensation w i l l  r i se  by about 5 - 3 / 0  percent  t h i s  year, a n d  by 

close to  6 percent  in 1985, up f rom 5 percent last year .  Almost h a l f  of 
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th is  year's acceleration reflects the recent increase in social security lax 

rates. 

As  indicated, we anticipate tha t  product iv i ty gains w i l l  moderate 

from the recent cyclically-induced high rate and re tu rn  to the estimated 

longer-term trend, thus prov id ing less offset to un i t  labor costs. These 

costs are projected to  r i se  at about a 5 percent rate over the projection 

period, up from 1 - 1 / 2  percent in 1983. 

The  outlook for inf lat ion is  presented in the next chart.  Some 

cycl ical increase in pr ice pressures appears inevitable over the nex t  two 

years as slack is  reduced in both labor and product markets. Bu t  a s  has 

been the case recently, other factors wi l l  be contr ibut ing signif icantly to 

the pr ice picture. This  month's large increase in social security taxes w i l l  

boost cost pressures and, as i l lustrated in the left-hand panel, a more 

rap id  increase is  projected in food pr ices in the near term as meat supplies 

t ighten and  we feel the impact o f  the freezing weather on fruit a n d  vege­

table pr ices.  Later th is year, but mainly in 1985, we expect prices to be 

boosted signi f icant ly by  the projected f a l l  in the value of the dollar. How-

ever, the r ise in food prices should ease by  next year and, as shown in 

the r ight -hand panel, energy pr ice increases are expected to remain quite 

small throughout the  projection period, largely ref lect ing our assumption of 

stable wor ld oil prices. On balance. as indicated in the bottom panel, we 

a r e  project ing inf lat ion to accelerate somewhat, w i t h  prices r i s ing  next year 

about in line w i t h  unit labor costs. Our  projection for the gross business 

product  p r ice  index calls for  a n  increase o f  4 -3 /4  percent th is  y e a r  and 

5 1 1 4  percent in 1985, as compared w i t h  a 4-1/4 percent r ise l a s t  year. 

Mr .  Truman w i l l  now continue w i t h  a discussion of  the outlook 

for the infernational situation. 



-- 

E.M. Truman 
January 30, 1984 

FOMC CHART SHOW INTERNATIONAL DEVELOPMENTS 

The staff's forecast for the U.S. economy raises a number 


of controversial issues; a discomforting proportiox of these issues 


involve the external sector. Two are depicted in the top panel of the 


first international chart: first, the high exchange value of the 


dollar and, second, its projected depreciation. The dollar has 


appreciated substantially further over the past year, bringing the 


total rise since the fourth quarter of 1980 to about 50 percent in 


nominal terms. The rise has been somewhat less when adjusted for the 


better U.S. price performance. As Mr. Kichline noted, we are 


projecting a 17 percent depreciation of the dollar over the forecast 


period. 


One factor contributing to the rise in the dollar during 

1983 was the widened differential between U.S .  and foreign interest 

rates, shown in the lower panel. Ke expect that this differential 

will increase somewhat further over the forecast period, as U.S. 

interest rates edge up and foreign rates are essentially unchanged on 

average. However, we believe that this factor will not be enough to 

outweigh the negative effects on the dollar of balloonin? U.S. trade 

and current account deficits and an eventual weakening of special 

forces supporting the dollar. In the absence of a better explanation, 

these latter forces are often described a5 "safe haven" demands for 


dollar assets. 


The next chart presents an overview of recent developments 

and the economic outlook in foreign industrial countries. As is 

illustrated in the upper ieft-hand panel, industrial production 
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recovered on average in the major countries in 1983, especially in 

the second half. However, production is still about 3 percent below 

its previous peak in early 1980. Meanwhile, as is shown in the upper 

right-hand panel, the year-over-year increase in consumer prices 

moderated to less than 5-1/2 percent by the end of last year. 

Turning to the outlook for economic activity in foreign 

industrial countries -- the lower left-hand panel -- we are 

projecting a moderate pick-up in 1984 and a further increase in 1985 

from the rather sluggish pace of last year. However, growth abroad 

is expected to be less than in the United States throughout the 

projection period, not exceeding 3 percent on average. Actual growth 

is expected to be at or below potential growth, implying that 

unemployment rates, especially in Europe, are unlikely to be pulled 

down sianificantly. 

It may be somewhat puzzling that the recovery in the 

foreign industrial economies is projected to be so weak. I would 

note that, although our forecast may look conservative, those for 

individual countries are generally at or above the consensus. The 

forecasts rest on our policy assumptions. Despite the fact that 

consumer prices are projected to increase on average at a slower pace 

than they have for more than a decade, most governments abroad appear 

to be content with the projected moderate pick-up of economic 

activity: accordingly, monetary and, especially, fiscal policies are 

restrictive. We do -not expect a shift to more expansionary policies 

as the dollar depreciates. 

Turning to the non-OPEC developinq countries and to the 

next chart, it should come as little surprise, in light of the 

external financial constraints faced by many of these countries and 
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the generally inhospitable conditions in the industrial world as a 

whole, that we are projecting only a slight pick-up in real growth on 

average in 1984 -- the red line in the upper panel. The expansion 

of real GNP in 1985 is projected to rise to about 3 percent, which 

would be the fifth year in a row that growth has been less than the 

5-1/2 percent average of the 1970s. Although the volume of imports 

is projected to increase somewhat in 1984 and 1985, these increases 

follow a cumulative average decline of more than 10 percent in the 

past two years. 

One can take some encouragement from the projected 

expansion, in 1984 and 1985, in the value of the exports of goods and 

services of the non-OPEC developing countries, shown in the middle 

panel. But, as is shown in the bottom panel, gross interest payments 

on external debts are projected to absorb more than 16 percent of 

export receipts in 1985 -- down less than 3 percentage points from 

the peak share in 1982. The real component of those payments, shown 

by the red line, is a measure of the debt servicing necessary under 

the favorable assumption that the real value of external debt is 

maintained through relending. By this measure, the debt burden 

declines only slightly by 1985 to 9 percent of export receipts. 

Against the background of sluggish growth abroad and the 

continued strong dollar to date, we are projecting a further widening 

of the U.S. trade and current account deficits in 1984 -- shown in 

the next chart. In 1985, with the projected depreciation of the 

dollar and the further pick-up in growth abroad, the current account 

deficit tends to flatten out at slightly less than $100 billion, and 

the trade deficit reaches almost $120 billion. Some view these 

deficits, and particularly the rise in imports, as a drain on the 
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U.S. economy. I view this phenomenon as a reflection of the strength 


of demand arising from the fiscal stimulus to the economy, and the 


deficits insulate investment partially from higher interest rates. 


On either interpretation, our external deficits respresent a 


departure from the pattern of the past and a possible threat to 


smooth expansion in the future. 


The lower left-hand panel shows that GNP exports of goods 


and services are projected to increase in real terms in 1984 at close 


to the rate of last year, but to pick up considerably next year in 


response to the dollar's depreciation. On the other hand, the 


increase in imports subsides over the forecast period from the torrid 


pace of 1983. The slowdown in the expansion of goods imports alone 


is more pronounced because imports of services are sustained by 


rising interest payments on our rapidly growing external debt. 


The prospect of an expanding U.S. current account deficit 


raises two important sets of questions. The first concerns the 


financial flows that are constrained by accounting identities to 


match, ex post, the current account balance. 


The table on the next page presents an illustrative pattern 

of financing for the U . S .  current account deficit, shown in line 1. 

As you can see in the last column, if we estimate the statistical 

discrepancy at $25 billion for 1984, which would be about the average 

rate of the past two years, recorded capital inflows (line 3 )  will 

have to be $58 billion -- about double the rate in 1983. A portion 

of the increase reasonably can be expected to take the form of a net 

inflow on official account, largely reflecting increased foreign 
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official purchases of dollars as the dollar depreciates. However, 


while dollar reserves might be rebuilt somewhat, we expect that there 


will not be massive intervention support for the dollar, since most 


authorities abroad have indicated that they expect, and would 


welcome, a depreciation of the dollar. 


On the basis of these considerations, the bulk of the 

increased capital inflows would come through private channels. Net 

inflows other than to U.S. banking offices (the last line in the 

table) may increase somewhat. However, the potential for such flows, 

which include private purchases of securities and direct investment, 

appears to be quite limited. (Note that net inflows in this category 

are estimated to have been smaller in 1983 than in 1982.1 Thus, a 

substantial portion of the increased financing of the enlarged U.S. 

current account deficit in 1984 may well be net flows into U.S. 

banking offices, as was the case in 1983. To the extent that these 

expanded inflows take non-deposit forms, the growth of M3 in 1984 

could well be depressed relative to the growth of bank credit. 

A second set of questions suggested by our projection for 

the U . S .  current account concerns the depreciation of the dollar and 

the implications of its size and timing for the performance of the 

U.S. economy, in particular inflation. The bottom two panels on the 

next chart are designed to illustrate the implications for U.S. 

consumer price inflation of alternative trajectories for the foreign 

exchange value of the dollar, shown in the top panel. 

The solid line in the middle panel shows the actual path of 


consumer price inflation from early 1981 and the projected path 
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through 1985. As is shown by the corresponding solid line in the top 

panel, the dollar appreciated rather steadily over the past 3 years 

but is projected to retrace part of that appreciation over the 

forecast period and reach an index value of 108 at the end of 1985. 

With all the usual qualifications about the interpretation 

of experiments where exchange rates are treated as exogenous, the 

short-dashed line in the middle panel shows the hypothetical path of 

inflation on the assumption that the dollar rose only to 108 by the 

end of 1982 and somehow remained at that level for the next four 

years. (The path is consistent with our rule of thumb that a 

10-percent exogenous depreciation of the dollar raises the price 

level by about 1-1/2 percent 2-3 years later.) You can see that the 

appreciation of the dollar has yielded an inflation bonus that has 

averaged a bit more than half a percent in 1982 and 1983 and 


continues through the first half of this year. Next year, that bonus 


is projected to be returned in part. Indeed, the hypothetical path 


shows inflation lower in 1985 than in 1984, while inflation picks up 


a bit in the staff's forecast. This phenomenon reflects not only the 


projected depreciation of the dollar but also the easing of the 


downward pressure on inflation that has been generated by the 


dollar's sustained appreciation to date. 


The bottom panel illustrates the interaction of the staff's 

inflation projection with alternative exchange rate scenarios. If 

the dollar were to tumble hy 2 5  percent to an index value of 100 by 

the end of the 1984 (shown by the red, dashed line in the top panel 

the inflation rate (shown by the similar line in the bottom panel) 
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would average about half of a percentage point higher than is 

projected over the next 7 quarters. Alternatively, if the dollar 

were to continue to appreciate through the end of 1984 and remain a t  

the new higher level in 1985 (as shown by the black, dashed line in 

the upper panel), we would receive a further inflation bonus (shown 

in the bottom panel) of about 1 percent on average. Toward the end 

of 1985, that bonus would begin to disappear. This occurs because 

the dollar's appreciation or depreciation has a permanent effect on 

the price level, but only a transitory effect on the rate of price-
inflation. 


Mr. Prell will now continue our presentation with a review 


of the domestic financial outlook. 




MJPrell 

January 3 0 ,  1984 


FOMC CHART SHOW - DOHESTIC FINANCIAL DEVELOPMENTS 

As mav he seen i n  t h e  ton  panel of your next  c h a r t ,  t h e r p  was a 

hfe jump i n  t h e  r a t i o  of  domes t i c  n o n f i n a n c i a l  s e c t o r  d e h t  t o  C ) P  I n  19RI-RX. 

LasL y e a r .  d e h t  and CNP Rrev a t  t h e  same nace ,  so there was no movement heck 

toward t h e  e a r l i e r  deht-to-GW trend. A t  least  a r i t h m e t i c & l l y ,  t h e  h u m  

amount of f e d e r a l  horrowinR a c c o u n t s  for t h e  c o n t i n u i n E  h f s h  l e v e l  of  t h e  

r a t i o .  And our o r o j e c t l o n  shows a f u r t h e r  rise i n  f e d e r a l  and t o t a l  d e h t  

r e l a t i v e  t o  CMP i n  1954 .  

T h r  midd le  and lower  p a n e l s  nrovide sone p e r s p e c t i v e  on how t h e  

f e d e r a l  d e f i c i t  w a s  f i n a n c e d  i n  1983. In terms of c y c l i c a l  comparison, r e v e a l e d  

i n  t h e  h a r  c h a r t ,  t h e  e x t r a o r d i n a r v  f ede ra l  d i s s a v i n e  t h u s  f a r  i n  t h i s  u p t u r n  

h a s  had two key o f f s e t s :  the c a p i t a l  i n f low a s s o c i a t e d  w i t h  t h e  c u r r e n t  

accoun t  d e f i c i t - - i . e . ,  n e t  f o r e i q n  sav ing  i n  t h e  chart--and t h e  large s t a t e  

and l o c a l  s u r D l u s .  The c h a r t  a l s o  shows t h a t  n e t  p r i v a t e  domest ic  Investment  

h a s  heen uni is i ia l lv  weak. 

From a c r e d i t  f l ow s t a n d p o i n t .  r leposi torv i n s t i t u t i o n s  played a k e y  

r o l e  l a s t  y e a r  i n  ahsorbinr!  t h e  i n c r e a s e  i n  f e d e r a l  d e h t :  a p a r t  from normal 

c y c l i c a l  f a c t o r s .  t h e i r  l a r g e  a c a u i s i t i o n s  r e f l e c t e d  t h e  s h i f t i n g  of f u n d s  

from money marke t  mutual f u n d s  t o  V l D A s .  nomest ic  n o n f i n a n c i a l  i nves to r s - ­

p a r t i c u l a r l v  t h e  s t a t e  and l o c a l  sector--were maior p u r c h a s e r s ,  and a c q u i s i ­

t i o n s  by f o r e f e n e r s  crew somewhat v i t h  t h e  deepening of t h e  c u r r e n t  accoun t  

d e f i c i t  and t h e  i n c r e a s e  i n  s a f e  haven concerns.  The 19R4 p r o l e c t i o n  r a i s e s  

some difficult a n a l y t i c a l  q u e s t i o n s  a s  one attempts t o  f i t  t o n e t h e r  t h e  

o u t s i z e d  c u r r e n t  account and f e d e r a l  d e f i c i t s  i n  t h e  context of con t inued  

economic expans ion .  P r i v a t e  i n v e s t o r s  ahroad t r a d i t i o n a l l y  have had a l i m i t e d  

a n p e t i t e  f o r  T r e a s u r i e s .  owlnrr t o  t h e  i n t e r e s t  w i t h h o l d i n g  t a x ,  which d o e s n ' t  
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apply t o  Eurodol lar  ob l iga t ions .  Consequently, on the  assumption c i t ed  by 

Mr. Truman t h a t  o f f i c i a l  i n s t i t u t i o n s  w i l l  not  support  t h e  d o l l a r  aggress ive ly  

as i t  deprec i a t e s ,  we have projected only a port ion of t h e  widened cur ren t  

account d e f i c i t  w i l l  be r e f l ec t ed  in increased fo re ign  a c q u i s i t i o n s  of Trea­

suries. Since t h e  hemorrhaging from money funds has ended. we're a n t i c i p a t i n g  

an enlarged sha re  of Treasury acqu i s i t i ons  by f i n a n c i a l  i n t e rmed ia r i e s  o the r  

than depos i to r i e s .  With t h e  s t rengthening of loan  demand from businesses ,  

we have pro jec ted  t h a t  t h e  bank share  w i l l  dec l ine  s u b s t a n t i a l l y ,  but  t h i s  

does l eave  more Treasu r i e s  t o  be absorbed d i r e c t l y  by households--a t r o u b l i q  

con jec tu re ,  given t h a t ,  wi th  deposi t  deregula t ion ,  t h e  mechanism t h a t  in the  

past  produced such investment i s  absent .  But t o  pu t  wre Treasuries  i n t o  

banks would a l s o  suggest some tensions,  because e i t h e r  t h e i r  a s s e t  growth 

would have t o  be s t i l l  g r e a t e r  than the  10%we've projected o r  o ther  borrowers 

would have t o  be turned away. 

I n  any event ,  s t a t e  and l o c a l  governmental u n i t s  l i k e l y  w i l l  again 

be important buyers of Treasur ies  i n  1984. As the  next cha r t  shows ,  the  

su rp lus  of s t a t e s  and l o c a l i t i e s  should remain l a r g e  t h i s  y e a r ,  whether one 

looks a t  the  f i g u r e s  with or without t h e  ne t  flow t o  re t i rement  funds. 

The middle panel i n d i c a t e s  t h a t ,  d e s p i t e  the s t a t e  and l o c a l  budgetary 

su rp luses .  t h e r e  has  been a sus ta ined  high l e v e l  of borrowing in t h e  tax-exempt 

bond market. In 1983, t h e r e  was a surge i n  advance refundings,  but  t h e  contin­

u ing  b ig  s t o r y  was t h e  massive volume of private-purpose financing--covering 

every th ing  from home mortgages t o  McDonald6 t o  nonprof i t  hoap i t a l s .  Although 

some of t hese  a c t i v i t i e s  may be c lose  s u b s t i t u t e s  f o r  t r ad i t i on81  governmental 

func t ions ,  many o the r s  c l e a r l y  a re  simply ways t o  fund p r i v a t e  e n t e r p r i s e  a t  



-3 -


tax-exempt r a t e s ,  and unce r t a in t i e s  regarding congressional  a c t i o n  leave  the  

out look f o r  municipal bond volume somewhat clouded. 

The r i s e  in m u n i  volume during recent  years has put  upward pressures  

on tax exempt r a t e s ,  and these  have been re inforced  by t h e  absence  of l a t e  of 

t he  t r a d i t i o n a l  key i n s t i t u t i o n a l  buyers--banks and c a s u a l t y  i n s u r e r s .  Hore­

over, t h e  lowering of income t ax  r a t e s  has reduced the  r e l a t i v e  a t t r a c t i v e n e s s  

of municipal bonds t o  ind iv idua l s .  Thus, as the  lower panels  show, t h e  

sha rp ly  higher  share  of household a c q u i s i t i o n s  in t h e  p a s t  couple of years  

has  r equ i r ed  higher  r e l a t i v e  r a t e s .  The ra te  pressures  probably would have 

been worse had it not been f o r  the  popular i ty  of tax-exempt mutual funds and 

un i t  investment t r u s t s ,  which channeled around $25 b i l l i o n  i n t o  the  municipal 

bond market las t  year ,  versus  only $8 b i l l i o n  i n  1981. 

The next char t  focuses  on t he  business s e c t o r ,  where a s i g n i f i c a n t  

swing i n  funding needs is now i n  process. In l a t e  1982 and through the  f i r s t  

half  of 1983. nonfinancial  corpora t ions  i n  the  aggregate experi-enced a s i z a b l e  

su rp lus  of cash flow over ou t l ays  f o r  f ixed  c a p i t a l  and inven to r i e s .  The 

second h a l f  of l a s t  year saw investment edge above i n t e r n a l  funds ,  and a grow­

ing  f inanc ing  gap is projec ted  f o r  1984 and '85. 

The middle panels focus on t h e  major components of i n t e r n a l  funds. 

As may be  seen on the  l e f t ,  economic deprec ia t ion  has  been t r end ing  upward and 

c o n s t i t u t e s  the bulk of cash f l o w .  Undistributed economic prof i ts-- the o t h e r  

component--which f e l l  off  moderately during the  recess ion ,  owing t o  t h e  e f f e c t s  

of t a x  c u t s  on after-tax profi ts--picked up sharply i n  1983. One of t he  develop 

ments s e c u r i t y  ana lys t s  have found heartening is t h e  improvement i n  t h e  "qual i ty  

of reported earn ings .  The r i g h t  panel shows t h a t  reported p r o f i t s  i n  the l a t e  
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'70s g r e a t l y  exceeded t r u e  o p e r a t i n g  p r o f i t s  because t h e y  r e f l e c t e d  i n v e n t o r y  

g a i n s  and a n  i n a d e q u a t e  a l l o w a n c e  f o r  d e p r e c i a t i o n  i n  an i n f l a t i o n a r y  p e r i o d .  

The gap h a s  been  c l o s e d ,  and i n d e e d ,  a c c e l e r a t e d  d e p r e c i a t i o n  now has r e s u l t e d  

i n  more t h a n  a d e q u a t e  c h a r g e s  a g a i n s t  income. 

With the emergence of a moderate f i n a n c i n g  gap t h i s  y e a r ,  we e x p e c t  

t o  see a c o n s i d e r a b l e  i n c r e a s e  i n  e x t e r n a l  f i n a n c i n g  by b u s i n e s s e s .  In 1983, 

b u s i n e s s e s  m a i n t a i n e d  a f a i r l y  s u b s t a n t i a l  f i n a n c i n g  pace ;  much of t h e  fund 

r a i s i n g  o c c u r r e d  in t h e  e q u i t i e s  market a s  e s t a b l i s h e d  f i r m s  s t r e n e t h e n e d  

t h e i r  b a l a n c e  s h e e t s  and many young firms went p u b l i c .  As you can see on t h e  

bottom r i g h t ,  a l t h o u g h  t h e  recent s u r g e  i n  shor t - t e rm borrowing h a s  b rough t  a n  

e a r l y  h a l t  to d e b t  r e s t r u c t u r i n R ,  companies i n  the a g g r e g a t e  have added sub­

s t a n t i a l l y  t o  their  ho ld inRs  of l i q u i d  assets. 

Households meanwhile appea r  t o  have f a r e d  q u i t e  w e l l  f i n a n c i a l l y  

i n  t h e  p a s t  y e a r .  The u p p e r  p a n e l s  of t h e  n e x t  c h a r t  show t h a t  borrowing by 

households  has gone th rough  a f a i r l y  t y p i c a l  c y c l i c a l  upswing t o  d a t e  and 

t h a t  b o t h  mortgage and consumer c red i t  have p a r t i c i p a t e d  i n  t h e  pickup. The 

middle p a n e l s  i n d i c a t e  t h a t  t h e  i n c r e a s e d  borrowing h a s  n o t  been a s s o c i a t e d  

w i t h  any p e r c e p t i b l e  d e t e r i o r a t i o n  i n  household f i n a n c i a l  p o s i t i o n s .  The 

debt-to-income r a t i o  h a s  n o t  r i s e n  a p p r e c i a b l y ,  and l o a n  de l inquency  rates 

have been d e c l i n i n g .  

The p a s t  y e a r  saw some impress ive  swings on t h e  supp ly  s i d e  of the  

mortgage and consumer c r e d i t  markets .  S 6 t s  resumed t h e i r  r o l e  as  major in­

v e s t o r s  i n  t h e  home mortqage market.  Mortgage-backed s e c u r i t i e s  con t inued  

t o  grow in i m p o r t a n c e ;  a l t h o u g h  SbLs aga in  were heavy a c q u i r e r s  of such in­

s t r u m e n t s  (and t h e  f i g u r e s  shown h e r e  f o r  SdLs i n c l u d e  t h o s e  a c q u i s i t i o n s ) ,  
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other investors a l s o  ahsorherl 1arr.P amounts. In the installment cred i t  

market, banks have become angresslve lenders as they s o u ~ h tsafe, profitable 

outlets for their ample c v e  deposit flows. 

Nr. Yfchline will now conclude the nrescntotion. 




JLKich 1i n  e 
January 30, 1934 

FOVC CHART SHOP7 - CONCLUSION 

The f i n a l  c h a r t  i n  t h e  package d i s p l a y s  t h e  1 9 8 4  economic 

forecasts of FOMC members, t h e  s t a f f ,  and t h e  admin i s t r a t ion .  In  

g e n e r a l ,  t h e  f o r e c a s t s  are q u i t e  c l o s e  and a r e  n o t  very d i f f e r e n t  

from those  r epor t ed  t o  t h e  Congress l a s t  July--which a r e  shown i n  

t h e  bottom panel of t h e  c h a r t .  The only major change s ince  J u l y  

has been a r educ t ion  i n  t h e  f o r e c a s t  of t h e  unemployment r a t e ,  

which i s  i n  response t o  t h e  unexpectedly l a r g e  d e c l i n e  i n  t h a t  

r a t e  dur ing  t h e  second h a l f  of l a s t  year .  

I n  summary, t h e  s t a f f  f o r e c a s t  f o r  1984 and 1955 presents 

a picture of cont inued b u t  moderating growth of economic a c t i v i t y ,  

and some up t i ck  i n  i n f l a t i o n  b u t  not a g r e a t  d e a l .  HQwever,  t h e r e  

are a number of problems and concerns t h a t  we’ve noted,  inc luding  

t h e  expansive f i s c a l  p o l i c y  and t h e  huge imbalance i n  our i n t e r -

n a t i o n a l  accounts.  I n  a d d i t i o n ,  t h e  i n f l a t i o n  r a t e  does not  t r e n d  

lower over  t h e  f o r e c a s t  pe r iod  while continued economic qrowth by 

1985  b r i n g s  t h e  u t i l i z a t i o n  of lahor  and c a p i t a l  resources  t o  

f a i r l y  high levels. In t h a t  contex t ,  t h e  r i s k s  over time seem to  

be s h i f t i n g  i n  t h e  s t a f f  f o r e c a s t  toward t h e  p o t e n t i a l  f o r  more 

i n f l a t i o n a r y  p r e s s u r e s  r a t h e r  than less. 




